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ALLOCATION OF CORPORATE INCOME TAX 
INTRODUCTION 
Almost nine years have elapsed since the issuance of 
APB Opinion No. 11 and almost eight years have elapsed since the 
AICPA's issuance of the Bevis and Perry interpretations of the 
Opinion. The issuance of subsequent Opinions by the APB and i s -
suance of Standards and Interpretations by the FASB have raised 
implemental questions regarding the impact of tax allocation on 
the topics covered by these subsequent releases. 
There have been variations i n practice in applying the 
Opinion to the newer pronouncements and to new developments in 
business. In addition, implemental questions have been raised 
regarding tax allocation problems addressed i n general terms i n 
APB Opinion No. 11. We have t r i e d to address these questions and 
summarize i n the following interpretations what we believe are 
acceptable solutions. In those cases where there are alternative 
solutions we have t r i e d to state our preference. If problems are 
encountered i n applying tax allocation techniques to a particular 
c l i e n t situation, contact your Technical Center for assistance. 
Organization and Cross-Referencing Techniques: 
For ease in use, the interpretations are organized i n 
the order of the professional pronouncement to which they relate, 
and then indicate the related paragraph number within each pro-
nouncement; for instance, APB 16.88.3 indicates APB Opinion No. 
16, Paragraph 88, Interpretation Number 3. Interpretations of 
FASB statements of f i n a n c i a l accounting standards have the prefix 
"SFAS" and interpretations of FASB interpretations have the 
prefix "FASBI." Within the body of the interpretations there 
are references to the location of related data i n the current text 
of Accounting Principles (e.g., 4091.52), i n the o r i g i n a l Bevis 
and Perry booklet (e.g., O.T. page 28), i n the Accounting Principles 
o r i g i n a l pronouncement compilation of the Bevis and Perry booklet 
(e.g., #14), or i n the current text of o f f i c i a l interpretations 
volume of Accounting Principles (e.g., U4091.094). 
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APB11.34.1 Provision for Deferred State Franchise Tax on Partner-
ship Income (Adapted from AICPA Technical Practice 
Aids 7200.03). 
Q: A partnership, i s not l i a b l e for federal income taxes; 
however, the partnership must pay a state franchise 
tax which i s based on income. As with income taxes, 
there are several factors that w i l l r e s u l t i n d i f f e r -
ences between taxable income and pretax f i n a n c i a l 
statement income. Must there be a provision for 
deferred state franchise tax on the f i n a n c i a l state-
ments? 
A: Paragraph 13(a) of APB Opinion No. 11 defines income 
taxes as used i n the Opinion to include "foreign, 
state and other taxes (including franchise taxes) 
based on income." Therefore, deferred tax accounting 
would be necessary for any material amount of franchise 
tax on a difference i n income that i s a "timing d i f f e r -
ence" as defined i n Opinion No. 11. 
4/12/76 
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APB11.34.2 Deferred Taxes when a Change in the Form of an Entity 
(Corporation, Subchapter S Corporation, Partnership 
or Proprietorship) Results in a Change in the Entity's 
Tax Status. 
Q: If an entity changes i t s form from one not subject to 
income taxes to one subject to income taxes, or vice 
versa, what recognition should be given to the cumula-
tive timing differences which exist at the time of the 
change? 
A: As of the date of the change, the f i n a n c i a l statements 
of the entity should be adjusted retroactively to 
r e f l e c t interperiod tax allocation as i f the entity 
had always been the new type of organization. Any 
prio r period f i n a n c i a l statements which would be 
presented for comparative purposes would be restated 
to r e f l e c t the new tax status. This i s not a change 
in accounting per se, rather the presentation gives 
effect to a change i n entity as discussed in Paragraph 
34 of APB 20, which states that in the case of a 
change resulting i n a d i f f e r e n t reporting entity, the 
change "...should be reported by restating the finan-
c i a l statements of a l l pri o r records presented in 
order to show f i n a n c i a l information for the new 
reporting entity for a l l periods." Paragraph 35 of 
APB 20 discusses the disclosures needed when a change 
such as this i s made. Also, our interpretation 
gives recognition to the SEC practice in such circum-
stances. 
In applying this interpretation, there are two 
important points to keep i n mind: 
1. If the entity becomes subject to tax as a result 
of the change in organizational form, the deferred 
taxes to be recorded should be based on what 
deferred taxes would have been had the entity 
always existed in i t s new form. This i s not the 
result of simply applying the current tax rate 
the cumulative timing differences. Recognition 
must be given to the operations of the individual 
periods in which the timing differences arose; 
the tax rates i n those periods; the application 
of the with and without method on a period-by-
period basis; the existence of operating losses; 
and any other element which would have impacted 
the application of tax a l l o c a t i o n procedures in 
the prior periods as i f the entity has always 
existed in the new form. 
10/29/76 
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APB11.34.2 2. If the entity becomes no longer subject to 
Page 2 income tax, then previously recorded deferred 
taxes should be reversed and taxes paid should 
be treated as direct charges to equity rather 
than to income. Care must be taken to reverse 
only those deferred taxes to which the entity 
w i l l no longer be subject (see 11.34.1 for an 
example of an income tax to which a partnership, 
may be subject). 
10/29/76 
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APB11.35.1 State Income Tax Imposed, Company has Preexisting 
Timing Differences. 
Q: In the current year, a state i n which the company 
operates i n s t i t u t e d a tax to be based on income 
reported for federal income tax purposes. The 
company had s i g n i f i c a n t timing differences accumu-
lated as a r e s u l t of past tax practices and such 
differences w i l l reverse in future periods. 
Should the company provide for deferred state taxes 
for the cumulative timing differences existing at 
the i n s t i t u t i o n of state income taxes? 
A: "The deferred taxes are determined on the basis of 
the tax rates i n effect at the time the timing 
differences originate and are not adjusted for 
subsequent changes in tax rates or to r e f l e c t the 
imposition of new taxes (19;4091.18)." The tax 
effect of cumulative timing differences for which 
deferred taxes have not been provided w i l l be 
reflected in the tax provision in the periods i n 
which the differences reverse at the tax rate in 
effect at that time. We view this as similar 
to a change in the federal income tax rate. 
5 
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APB11.36.1 Reversing Timing Differences and the "With and 
Without" Calculation. 
Q: How should reversing timing differences be considered 
in the "with and without" calculations? 
A: The answer to this question depends on the method 
used by the company in recording deferred taxes — 
the gross change method or the net change method. 
If the gross change method i s used, the "with and 
without" calculation does not come into play. The 
accounting for a reversal of a timing difference 
under the gross change method i s b a s i c a l l y a book-
keeping mechanic which i s not related to the 
existence of pretax f i n a n c i a l statement income or 
loss. At the time the difference arose, a deferred 
tax was recorded i n the balance sheet based on the 
tax effects of that timing difference. In the 
period i n which the timing difference reverses, the 
eff e c t of this reversal on the tax provision i s 
merely the transfer of the balance sheet deferred 
tax account to the income statement tax provision. 
If the net change method i s used, a net reduction i n 
a given timing difference i s reflected by reducing 
the previously deferred taxes by the tax ef f e c t of 
the net change using the current period tax rate. 
Naturally, the amount of deferred taxes to be 
reversed i s limited to the aggregate amount of 
deferred taxes previously recorded for each type 
of timing difference. 
Exhibits I and l a (U 4091.069-.070) to the Bevis and 
Perry interpretations of APB 11 show the differences 
between the gross change and net change methods. 
Either method i s acceptable, as long as the net 
cumulative differences of prio r periods have been 
provided for in accordance with APB 11. However, 
we believe that i n certain instances the gross change 
method i s preferable, in p a r t i c u l a r : 
1. If an isolated transaction gives r i s e to a 
deferred tax, those taxes should be amortized 
using the same rate as when the deferral was 
established (gross change method), even i f the 
company normally uses the net change method. 
This i s most s i g n i f i c a n t i n periods wherein the 
tax rate i s d i f f e r e n t than the tax rate at which 
the reversing difference was established. 
2. Where a l l deferred taxes were previously written 
off because of losses (see 11.44.1). 
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APB11.36.2 "With and Without" Calculation i f There i s Financial 
Statement Income and Taxable Loss. 
Q: This i s the company's f i r s t year of operations. The 
company has pretax f i n a n c i a l statement income but 
originating timing differences r e l a t i n g to deprecia-
tion have resulted in a loss for tax purposes. 
Should the deferred tax credit a r i s i n g from the 
depreciation timing difference be based on the f u l l 
amount of the timing difference or i s the maximum 
tax to be recorded in t h i s circumstance the tax 
calculated on pretax f i n a n c i a l statement income as 
i f i t were the taxable income? 
A: The calculation here, as in other circumstances, 
should be based upon the application of the "with 
and without" method. In the case described above, 
there would be no tax payable per the return and 
application of the "without" calculation would 
resu l t in a tax provided on an amount which would 
be equivalent to the pretax f i n a n c i a l statement 
income (assuming only one timing difference). 
The deduction of the zero taxes payable per the 
return from the tax payable as computed i n the 
"without" calculation would y i e l d the deferral to 
be established. This i s i l l u s t r a t e d by the follow-
ing example: 
ONE TIMING DIFFERENCE 
ASSUMPTIONS: 
1. F i r s t year of operations. 
2. Tax rate of 50%. 
3. Additional depreciation deductible for 
tax purposes. 
TAX RETURN CALCULATIONS: 
Pretax f i n a n c i a l statement 
income $ 50 
Originating depreciation 
difference ( 200) 
Taxable (loss) ( 150) 
Tax rate 50% 
Taxes payable per return $ - (1) 
7 
10/27/76 
APB11.36.2 
Page 2 
CALCULATION OF DEFERRED: 
Taxable (loss) ($150) 
Depreciation provision ( 200) 
Taxable income without timing 
difference 50 
Tax rate 50% 
Taxes without difference 25 
Less taxes payable per return -
Deferred credit $ 25 
INCOME STATEMENT PRESENTATION; 
Earnings before income taxes $ 50 
Deferred income taxes (Note ) 25 
Net earnings $ 25 
(1) There have been no prior income taxes paid, 
therefore, nothing i s available for carry-
back recovery. 
APB 11 (Paragraph 37;4091.36) indicates that timing 
differences must be considered i n d i v i d u a l l y , or in 
groups of similar differences, and does not discuss 
the p o s s i b i l i t y of aggregating a l l types timing 
differences i n making the "with and without" calcu-
lations. We believe aggregation i s the only way 
a meaningful tax deferral can be accomplished i n a 
case such as the one described above when there are 
more than one originating difference; however, we 
cannot object i f the c l i e n t wishes to make the 
calculations i n d i v i d u a l l y , although the answers can 
be considerably d i f f e r e n t . The differences result-
ing from the use of the individual item calculation 
and the aggregate item calculation are i l l u s t r a t e d 
by the following example: 
TWO TIMING DIFFERENCES - TAXABLE LOSS 
(AGGREGATE VERSUS INDIVIDUAL METHODS) 
ASSUMPTIONS: 
1. F i r s t year of operations. 
2. Tax rate of 50%. 
3. Additional depreciation deductible for 
tax purposes. 
4. Warranty expense accrual not deductible 
for tax purposes. 
10/27/76 
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TAX RETURN CALCULATION: 
Pretax f i n a n c i a l statement income $ 50 
Originating differences: 
Depreciation ( 200) 
Warranty expense accrual 100 
Taxable loss ($ 50) 
Taxes per return (1) $ -
CALCULATION OF DEFERRED: 
Taxable loss 
Originating timing 
differences 
Taxable income (loss) 
without timing 
difference 
Tax rate 
Taxes payable without 
timing difference 
Taxes payable per 
return 
Deferred tax credit 
Individual 
calculation Aggregate 
calculation Warranty Depreciation 
($ 50) 
( 100) 
50 
50% 
($ 50) 
100 
( 150) 
50% 
($ 50) 
( 200) 
150 
50% 
25 - (1) 75 
$ 25 $ - $ 75 
$75 
(1) There have been no prior income taxes paid, 
therefore, nothing i s available for carry-
back recovery. 
INCOME STATEMENT PROVISION: 
Earnings before income taxes 
Deferred income taxes (Note ) 
If calculated 
In the 
aggregate Individually 
$50 
25 
$50 
75 
Net earnings (loss) $25 ($25) 
9 
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We believe that timing differences (originating in 
the case of the gross change method, net in the 
case of the net change method) should be considered 
in the aggregate rather than i n d i v i d u a l l y when any 
of the following circumstances e x i s t : 
1. There i s a taxable loss. 
2. There i s a pretax f i n a n c i a l statement loss. 
3. There i s a taxable loss in any of the "without" 
calculations on an individual item basis. 
The preceding i s an example protraying the d i f f e r -
ences between the individual item and aggregate item 
methods i n Case 1, where there i s a pretax f i n a n c i a l 
statement loss. The following two examples show 
the differences in Cases 2 and 3: 
TWO TIMING DIFFERENCES - FINANCIAL STATEMENT LOSS 
(AGGREGATE VERSUS INDIVIDUAL METHODS)  
ASSUMPTIONS: 
1. F i r s t year of operations. 
2. Tax rate of 50%. 
3. Additional depreciation deductible for 
tax purposes. 
4. Warranty expense accrual not deductible 
for tax purposes. 
TAX RETURN CALCULATION: 
Pretax f i n a n c i a l statement (loss) ($ 50) 
Originating differences: 
Depreciation ( 100) 
Warranty expense accrual 200 
Taxable income 50 
Tax rate 50% 
Taxes per return $ 25 
APB11.36.2 
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CALCULATION OF DEFERRED: 
Individual 
Aggregate calculation 
calculation Warranty Depreciation 
Taxable income $ 50 $ 50 $ 50 
Originating timing 
differences 100 200 ( 100) 
Taxable income (loss) 
without timing 
difference ( 5 0 ) ( 150) 150 
Tax rate 50% 50% 50% 
Taxes payable without 
timing difference - (1) - (1) 75 
Taxes payable per 
return 25 - 25 
Deferred tax credit 
(charge) ($ 25) $ - $ 50 
$50 
(1) There have been no prior income taxes paid, 
therefore, nothing i s available for carry-
back recovery. 
INCOME STATEMENT PROVISION: 
If calculated 
In the 
aggregate Individually 
(Loss) before income taxes ($50) ($ 50) 
Income taxes: 
Currently payable 25 25 
Deferred ( 25) 50 
75 
Net (loss) ($50) ($125) 
The fact that there was a net loss should cause 
the company to evaluate the propriety of estab-
l i s h i n g a deferred tax charge as an asset. The 
asset would have to be evaluated as would other 
assets in accordance with the AICPA O f f i c i a l 
Interpretations of APB 11 (#15; U 4091.095; 
O.T. Page 26). 
11 
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TWO TIMING DIFFERENCES - TAXABLE LOSS WITHOUT 
TIMING DIFFERENCE 
(AGGREGATE VERSUS INDIVIDUAL METHODS) 
ASSUMPTIONS: 
1. F i r s t year of operations. 
2. Tax rate of 50%. 
3. Additional depreciation deductible for 
tax purposes. 
4. Warranty expense accrual not deductible 
for tax purposes. 
TAX RETURN CALCULATION: 
Pretax f i n a n c i a l statement income $ 50 
Originating differences: 
Depreciation ( 140) 
Warranty expense accrual 100 
Taxable income 10 
Tax rate 50% 
Taxes per return $ 5 
CALCULATION OF DEFERRED: 
Individual 
Aggregate calculation 
calculation Warranty Depreciation 
Taxable income $10 
Originating timing 
differences ( 40) 
Taxable income (loss) 
without timing 
difference 50 
Tax rate 50% 
Taxes payable without 
timing difference 25 
Taxes payable per 
return 5 
Deferred tax cred i t 
(charge) $20 
$ 10 
100 
$ 10 
( 140) 
( 90) 
50% 
150 
50% 
- (1) 
5 
($ 5) 
75 
5 
$ 70 
$65 
10/27/76 
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APB11.36.2 
Page 7 (1) There have been no prior income taxes paid, 
therefore, nothing i s available for carry-
back recovery. 
INCOME STATEMENT PROVISION: 
If calculated  
In the 
aggregate Individually 
Earnings before income taxes 
Income taxes: 
Currently payable 
Deferred 
25 70 
Net income (loss) $25 
$50 
5 
20 
$50 
5 
65 
($20) 
13 
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APB11.36.3 Impact of Investment Tax Credit on Tax Allocation. 
Q: APB 11 does not discuss the handling of the invest-
ment tax cre d i t under tax allocation concepts. 
However, one section of the interpretations of APB 
11 (#18; U 4091.106-114; O.T. Page 30) provides a 
general discussion of the impact of investment tax 
credits on interperiod tax all o c a t i o n . The i n t e r -
pretation indicates that there are several steps i n 
determining the amount of investment credit to be 
recognized i n the f i n a n c i a l statements. What i s 
the proper sequence of application of these steps? 
A: The general rules for the recognition of the invest-
ment tax credits under tax al l o c a t i o n concepts and 
the proper sequence for application of such rules 
using the flow-through method are as follows: 
1. Investment credits are recorded i n income when 
realized as a reduction i n cash taxes that 
would otherwise be payable. 
2. Additional investment credits may be recognized 
as offsets to deferred tax items r e l a t i n g to 
timing differences i n two d i f f e r e n t ways: 
a. In determining deferred taxes using the 
deferred method, which contemplates the 
"with and without" d i f f e r e n t i a l computa-
tion , the r e s u l t i s to automatically obtain 
an adjustment i n deferred taxes that would 
otherwise be recorded because of the impact 
of the investment cr e d i t on the d i f f e r e n t i a l 
calculation. See Interpretation 11.48.1 
for a discussion of the cumulative calcu-
l a t i o n procedures to be used when a net 
operating loss i s incurred and Interpreta-
tion 11.36.2 for a discussion of the 
aggregate versus individual item approach 
for calculating the impact of a timing 
difference when a loss i s incurred. This 
can occur i n two ways: 
i . If a deferred tax cre d i t arises as a 
resu l t of the timing difference and 
there i s investment cr e d i t available 
which exceeds the amount allowable on 
the current return, the "with and 
without" calculation w i l l r e s u l t i n 
recognition of additional investment 
cre d i t . 
10/27/76 
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i i . If a deferred tax debit arises as a 
res u l t of the "with and without" calcu-
l a t i o n , then there would be a reduction 
of the investment tax credit which would 
otherwise have been recognized based on 
Step 1. 
The interpretations of the opinion sets 
forth the additional rule that the aggre-
gate amount of investment credit carry-
forward recognized i n d i r e c t l y through 
two or more d i f f e r e n t i a l calculations 
must not be in the aggregate greater 
than the t o t a l available investment 
cre d i t carryforward (#18; U 4091.110; 
O.T. Page 31). 
b. The investment credit carryforward which i s 
not automatically recognized as an off s e t 
against the deferred taxes under the compu-
tations referred to above can be used to 
o f f s e t existing net deferred tax credits 
which w i l l turn around in the investment 
cre d i t carryforward period to the extent 
that the investment credit would be realized 
i f the net deferred taxes reversing i n each 
of the carryforward years equal the taxes 
payable for those years. It should be 
noted that, b a s i c a l l y , the tax law l i m i t s 
recognition of available investment credits 
i n any one year to the amount of the tax 
l i a b i l i t y and further l i m i t s recognition 
to an amount not to exceed $25,000 plus, 
generally, 50% of the tax l i a b i l i t y over 
$25,000. 
3. In cases i n which investment credit carryforwards 
have been recorded as offsets against deferred 
taxes, the r e a l i z a t i o n of the investment credits 
as a reduction of cash taxes otherwise payable 
should be recorded as an adjustment of the deferred 
taxes rather than an adjustment to income; in other 
words, reinstate the deferred taxes which were o f f -
sets. This i s analogous to the accounting for 
realized operating loss carryforward which were 
previously recognized as a reduction of net de-
ferred tax cr e d i t s . 
4. When applying loss carryforwards as well as invest-
ment cre d i t carryforwards against net deferred tax 
credits otherwise determined, the off s e t should 
f i r s t be computed based on the loss carryforward 
and only i f there i s a remaining net deferred 
credit would i t be appropriate to apply the invest-
ment cr e d i t carryforwards. 
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The application of these rules i s i l l u s t r a t e d by the 
following examples: 
ASSUMPTIONS: 
1. Year 1 was f i r s t year of operation. 
2. Tax rate i s 50%. 
3. A l l timing differences originating in each of 
the years 1 through 3 turn around after year 
3, but no l a t e r than year 7. 
4. For tax purposes, the investment tax credit (ITC) 
i s limited to 50% of taxes payable for the current 
period (but not to exceed the available credit 
based on equipment placed i n service i n the 
current period plus carryovers from prio r periods) 
plus any investment credit becoming available in 
the current period which can be carried back to 
prior periods. 
5. Investment cr e d i t to be accounted for using flow-
through method. 
CALCULATION OF TAXES PAYABLE: 
Year  
1 2 3 
Pretax f i n a n c i a l statement 
income (loss) $1,000 ($1,000) $1,000 
Originating timing differences: 
Depreciation ( 5 0 0 ) ( 5 0 0 ) ( 5 o o ; 
Deferred compensation 
provision 2 , 5 0 0 1 , 0 0 0 
Taxable income 5 0 0 1 , 0 0 0 1 , 5 0 0 
Tax rate 50% 50% 50% 
Taxes before ITC 2 5 0 5 0 0 7 5 0 
ITC: 
Available from current period additions 
Carried forward 
( 250) ( 250) ( 125) 
( 250) 
( 125) 
Total available 
Excess over li m i t a t i o n 
( 
( 
250) 
125) 
( 375) 
( 125) 
( 375) 
Realized per return ( 125) ( 250) ( 375) 
Taxes payable per return $ 125 $ 250 $ 375 
L0/27/76 
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CALCULATION OF DEFERRED TAX: 
Year 
2 (1) 
Taxable income $ 500 $1,500 $1,500 
Adjust for originating 
timing differences: 
Depreciation ( 500) ( 1,000) ( 500) 
Deferred compensation 2,500 1,000 
Taxable income without 
timing differences 1,000 - 1,000 
Tax rate 50% 50% 50% 
Tax without timing 
differences before ITC 500 - 500 
ITC allowable ( 250) - ( 250) 
Tax without timing 
differences after ITC 250 - 250 
Taxes per return 125 375 375 
Deferred tax credit (charge) 125 ( 375) ( 125) 
Deferred tax cre d i t 
recorded i n year 1 125  
Deferred tax cre d i t (charge) 
to be included i n the 
provisions $ 125 ($ 500)($ 125) 
(1) Because of accounting loss i n year 2, "with 
and without" calculation i s based on t o t a l 
of years 1 and 2. (See 11.36.2* and 
11.48.1.) 
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APB11.36.4 Use of Tax Rate Anticipated at Reversal of Timing 
Difference. 
Q: If the gain realized from the disposition of an asset 
i s to be taxed at the c a p i t a l gain rate, should the 
deferred tax provision resulting from differences in 
depreciation methods for tax and book purposes be 
reflected at the c a p i t a l gain rate or at the rate in 
effect during each period in which the difference 
originates? 
A: The use of the c a p i t a l gains rate would be the a p p l i -
cation of the l i a b i l i t y method which i s not the method 
adopted by APB 11. APB 11 u t i l i z e s the deferred 
method "...whereby the tax effects of current timing 
differences are deferred currently and allocated to 
income tax of future periods when the timing d i f f e r -
ence i s reversed. The deferred method emphasizes 
the tax e f f e c t of timing differences on income of 
the period in which the differences originate. The 
deferred taxes are determined on the basis of the 
tax rates i n effect at the time the timing differences 
originate and are not adjusted for subsequent changes 
in tax rate or to r e f l e c t the imposition of new taxes" 
(APB 11.19; 4091.18). In this case, the tax e f f e c t 
of the differences between accelerated depreciation 
and s t r a i g h t - l i n e depreciation should be measured i n 
the year the difference arises and should not give 
recognition to the p o s s i b i l i t y that the f i n a l e f f e c t -
ive tax rate w i l l be the c a p i t a l gains rate, or any 
other rate for that matter. 
The posing of such an argument may, however, raise 
other questions in the auditor's mind; for instance, 
i s the proper salvage value and l i f e being used for 
this asset since the company proposes that a gain 
w i l l be realized upon i t s disposition? Theoretically, 
i f the company acquires an asset and t r i e s to a l l o -
cate i t s cost over i t s useful l i f e , a method should 
be chosen which would result in the net book value 
at the disposition date equalling the proceeds from 
disposition. Additionally, tax depreciation i s 
also t h e o r e t i c a l l y intended to bring an asset to a 
net value (basis) equivalent to i t s s e l l i n g price at 
disposition. If both of these desired goals are 
achieved there should be no gain realized upon the 
disposition of such assets for either book or tax 
purposes and a l l timing differences would have turned 
around. In the real world, this equality of net 
book value and tax basis at the disposition date i s 
rare but the conceptual framework i s what must be kept 
in mind in order to understand why use of the ca p i t a l 
gains rate i s inappropriate. 
21 
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APB11.36.5 Rate for Deferred Tax When Capital Gain Exceeds 
Operating Loss. 
Q: A company engaged i n land development has, since i t s 
formation i n 1971, incurred no tax l i a b i l i t y because 
tax losses were incurred i n a l l years, including 1974 
The company had a net operating loss carryforward at 
the beginning of 1974 of $500,000. During 1974, the 
company incurred a tax loss of $1,000,000 with the 
result that the $1,500,000 was available as a net 
operating loss at the end of this year. Interest 
and real estate taxes are expensed for tax purposes 
but capitalized for f i n a n c i a l reporting purposes. 
Included i n 1974 revenues i s the sale of land to a 
competitor for $600,000 and included i n cost of goods 
sold i s the unamortized cost of this land of $200,000. 
If, i n 1974, the company f i l e d a return showing tax 
l i a b i l i t y , the sale of this land would be reported 
as a $400,000 c a p i t a l gain, to be taxed at a 30% rate. 
A l i t e r a l reading of APB Opinion No. 11 and the inter-
pretations of that Opinion supports computation of 
deferred taxes at a c a p i t a l gain rate on $400,000 of 
net income. If this i s done and there i s a reversal 
of earnings i n 1975, deferred taxes provided in 1974 
would be i n s u f f i c i e n t to cover tax l i a b i l i t i e s based 
on the 1975 return. The following tabulation shows 
the results of a l i t e r a l interpretaion of the Opinion 
(in thousands): 
Prior to Estimated 
1974 1974 1975 
Taxable income (loss) ($ 500) ($1,000) $6,000 
Interest and real estate 
taxes capitalized 1,000 3,000 ( 4,000) 
Financial statement 
income before taxes 500 2,000 2,000 
Tax provision: 
Current - 50% 2,250 
Deferred: 
Ordinary - 50% 250 800 ( 1,050) 
Capital gain - 30% _____ 120 ( 120) 
250 920 1,080 
Net income $ 250 $1,080 $ 920 
Effectiv e tax rate 50% 46% 54% 
10/27/76 
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A: The l i t e r a l interpretation of APB 11 presented above 
i s correct and i s precisely what was intended when 
the opinion was authorized. To look to the future 
to determine the tax rate to be applied to the current 
gain i s the use of the l i a b i l i t y method which i s ex-
pressly rejected by APB 11 (#6, U 4091.024; O.T. Page 
4) . 
23 10/27/76 
APB11.36.5 
Page 2 
APB11.36.6 Intercompany Pr o f i t s i n Inventory, S e l l i n g Company 
Pays no Taxes at Time of Sale Because of Net Loss. 
Q: A U. S. parent company s e l l s some of i t s products 
to a foreign subsidiary at a p r o f i t . The U. S. 
company does not pay taxes because i t has a net 
operating loss. The foreign subsidiary has been 
h i s t o r i c a l l y p r o f i t a b l e , paying foreign taxes and 
having previously paid foreign taxes available for 
recovery by carryback in case a loss i s incurred. 
In the case of a profitable parent paying taxes, 
the consolidated statements would r e f l e c t the 
elimination of the p r o f i t i n the inventory of the 
subsidiary and would setup a deferred tax charge 
based on the taxes paid by the parent on i t s p r o f i t 
in the subsidiaries inventory. Since the parent 
has not paid a tax, can a tax benefit be recognized 
in consolidation to the extent of the reduction in 
foreign taxes to be realized when the higher costs 
(cost to parent plus parent's p r o f i t on sale to 
foreign subsidiary) are taken as a deduction on the 
foreign company's tax return? 
A: In e f f e c t , for tax purposes, the parent company has 
been able to s h i f t some of i t s losses to a subsidiary 
which can gain a tax benefit from these losses. 
Since the related loss i s reflected in the current 
period f i n a n c i a l statements by virtue of the elimin-
ation of the p r o f i t in inventory, then the related 
tax benefit should be recorded in consolidation as 
long as i t i s assured beyond a reasonable doubt 
that the foreign subsidiary w i l l ultimately incur 
the charge to operations for this amount and w i l l 
be able to derive a tax benefit therefrom. To 
gain assurance beyond a reasonable doubt one must 
consider: 
1. If the charges made by the parent to the p r o f i t -
able foreign subsidiary w i l l be allowed for 
income tax purposes by the taxing authorities 
which have j u r i s d i c t i o n over the foreign sub-
sidiary. 
2. Either that the subsidiary has taxes paid availa-
ble for recovery by carryback equal to, or greater 
than, the tax benefit to be recorded in consolida-
tio n , or that the subsidiary's taxable income in 
the subsequent year has assured beyond a reasonable 
doubt so that the tax benefit would be realized 
as a reduction of foreign taxes paid in the next 
subsequent period. 
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APB11.36.7 Is Preference Tax an Income Tax? (Adapted from AICPA 
Technical Practice Aids 6100.04.) 
Q: Is this minimum tax on tax preference items an income 
tax subject to the tax deferral accounting provision 
of Accounting Principles Board Opinion No. 11? 
A: Paragraph 13.a. of APB Opinion No. 11 (4091.12.a.) 
defines income taxes as, "Taxes based on income deter-
mined under provisions of the United States Internal 
Revenue Code and foreign, state and other taxes 
(including franchise taxes) based on income." In 
Report No. 91-552 on the Tax Reform Act of 1969 
e n t i t l e d "Report of the Committee on Finance - United 
States Senate," Page 111 indicates under the heading 
"Minimum Taxes and Allocation of Deductions," "Under 
present law, many individuals and corporations do 
not pay tax on a substantial part of their economic 
income as a re s u l t of the receipt of various kinds 
of tax-exempt income or special deductions." In 
another government publication e n t i t l e d "Tax Reform 
Studies and Proposals - U. S. Treasury Department -
Joint Publication - Committee on Ways and Means of 
the U. S. House of Representatives and Committee on 
Finance of the U. S. Senate" dated February 5, 1969 
(Part 2), Page 136, i n discussing the Minimum Tax 
Base, indicates, "The proposed minimum tax system 
would b u i l d upon the income concepts applicable 
under the regular income." These two quotations 
lead to the conclusion that the minimum tax on tax 
preference items i s an income tax as defined in 
APB Opinion No. 11. 
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APB11.44.1 Reinstatement of Net Deferred Tax Charges After Being 
Written Off Because of Lack of R e a l i z a b i l i t y . 
Q: I f , at some point, a company determines that because 
of continued losses from operations the net deferred 
tax charges recorded in the balance sheet are not 
realizable and writes such charges o f f , when would 
i t be appropriate to reinstate these charges to the 
balance sheet? 
A: The opinion and interpretations are s i l e n t regarding 
this question. The AICPA O f f i c i a l Interpretation 
(#15; U 4091.095; O.T. Page 26) indicates that exist-
ing net deferred tax charges should be "...evaluated 
as to r e a l i z a b i l i t y i n the same manner as are other 
assets." This indicates that the valuation consider-
ations regarding deferred tax charges are substantially 
d i f f e r e n t from those regarding loss carryforward bene-
f i t s , thus, the "realization assured beyond a reasonable 
doubt" test i s not the c o n t r o l l i n g factor in determining 
whether or not previously written off ( f u l l y reserved) 
deferred tax charges should be reinstated (the reserve 
removed). When a company determines there i s a 
material and probable impairment to the value of one 
of i t s assets, i t w i l l establish a valuation reserve 
against the asset — in the case at hand, the proba-
b i l i t y of impairment i s evidenced by continued losses 
from operations which would indicate there would be 
no future tax benefit associated with the timing 
differences which gave r i s e to the deferred tax 
charges. If at some late r time the company returns 
to p r o f i t a b i l i t y and i t i s determined that the impair-
ment i s no longer probable, then reinstatement of the 
related deferred charge which was written off would 
be appropriate. 
In analyzing the asset to be restored one must remember 
that an asset, even a deferred tax charge, must be 
obtained in a transaction whereby a h i s t o r i c a l cost 
basis can be determined. In the case of a deferred 
tax charge, the cost basis i s the amount of taxes "paid" 
related to the timing difference which gave r i s e to the 
deferred tax charge as determined by the "with and with-
out" calculation. This means that at the time i t i s 
determined to reinstate the deferred tax charges, the 
amounts to be restored cannot be any greater than the 
amount o r i g i n a l l y reversed — to record an asset of an 
increased amount would be to record the tax benefit of 
an increase in a timing difference for which there has 
been no payment. 
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APB11.44.2 Deferred Tax Charges Existing at the Time a Loss 
Carryback Benefit i s Realized. 
Q: I f , at the time an operating loss i s incurred, there 
are net deferred tax charges on the balance sheet, 
should the tax benefit resulting from the carryback 
of the operating loss be reflected as a credit to 
the income statement or as a reduction of the exist-
ing net deferred tax charges? 
A: When a net operating loss i s incurred, the loss should 
f i r s t be carried back in a fashion similar to that 
shown in Exhibit IV of the AICPA O f f i c i a l Interpretation 
(#14; U 4091.094; O.T. Page 28). Basically, this 
means that the net deferred tax charges arising i n the 
carryback period w i l l be reversed (see 11.48.1). 
After this procedure has been applied, i f there are 
net charges s t i l l remaining, the balance should be 
evaluated as to r e a l i z a b i l i t y , as discussed i n Inter-
pretation 11.4 8.1. 
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APB11.44.3 Eff e c t of Expiration of Loss Carryforwards on Unre-
corded Tax E f f e c t of Timing Differences. 
Q: I t i s not uncommon for a new company to incur losses 
for both accounting and tax purposes i n i t s formative 
years. Since the company would have no previous 
income to which these losses could be carried back, 
there would be no tax e f f e c t recorded at the time 
the losses are incurred. If there are originating 
timing differences i n these periods which would cause 
a tax loss to exceed the pretax accounting loss, a 
problem arises i f the company i s unable to u t i l i z e 
this loss for tax purposes, by v i r t u r e of the 
expiration of the operating loss carryforward. Such 
expiration of an operating loss carryforward results 
in the company not having a adequate deferred credit 
in the accounts to absorb the subsequent turnaround 
occurs subsequent to the expiration of the operating 
loss carryforward period. How should this expira-
tion be accounted for i n terms of timing differences 
for which there has been no tax deferral established? 
A: The tax impact of the reversal of timing difference 
for which a tax deferral has not been established 
would be reflected i n the period i n which the 
reversal d i r e c t l y impacts the taxes to be paid. 
Recognition of the expiration of an operating loss 
carryforward, as i t relates to deferred tax items, 
in the period of expiration would be application 
of the l i a b i l i t y method and, accordingly, would be 
contrary to the position adopted i n Opinion No. 11 
that the deferred method rather than the l i a b i l i t y 
method i s appropriate. The p r i n c i p a l theoretical 
j u s t i f i c a t i o n for this treatment can be found i n 
Paragraph 36 of APB 11 (4091.35) which states: 
"The tax effect of a timing difference should be 
measured by the d i f f e r e n t i a l between income taxes 
computed with and without inclusion of the trans-
action creating the difference between taxable 
income and pretax accounting income." The expi-
ration of an operating loss carryforward does not 
come into this d i f f e r e n t i a l determination and, thus, 
the loss of the timing difference would not be 
reflected here but would be re f l e c t e d i n the calcu-
la t i o n i n the period i n which the timing difference 
reverses. With the application of the deferred 
method, the deferred tax cr e d i t shown on the balance 
sheet does not necessarily represent the company's 
l i a b i l i t y for income taxes but rather i s a residual 
of each year's deferred tax entries based on the 
application of the with and without method. 
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APB11.47.1 Recognition of Tax Benefit of Financial Statement 
Loss Exceeding Tax Loss Carryforward. 
Q: Is i t appropriate to record the future tax benefit of 
a " f i n a n c i a l statement loss carryforward" that arises 
at a time when no tax loss carryforward exists? For 
example, this may occur when asset valuation reserves 
with o f f s e t t i n g charges to expense have been recorded 
for f i n a n c i a l statement purposes but may not be 
deducted for tax purposes u n t i l a future period when 
the related assets are disposed of. 
A: There are precedents i n practice where fi n a n c i a l state-
ment loss carryforward benefits have been recognized 
in the year of loss because of the v i r t u a l certainty 
of s u f f i c i e n t future income from the other operations 
to assure, beyond any reasonable doubt, the u t i l i z a -
tion of the future tax loss carryforward. The same 
tests that apply to the recognition of tax loss 
carryforwards (see Paragraph 47 of the Opinion; 4091.46) 
should be used i n evaluating this situation. One must 
look not just at the past operating results of the 
continuing operations but also look to the economy i n 
general i n determining whether or not one can take the 
position that u t i l i z a t i o n of the operating loss carry-
forward i s assured beyond a reasonable doubt. If 
i t i s determined that the u t i l i z a t i o n of the loss 
carryforward i s assured beyond a reasonable doubt, 
then the tax benefit of the loss carryforward gener-
ated i n the current period may be recognized in 
income. 
29 3/3/76 
APB11.48.1 Deferred Tax Charges Existing When Operating Losses 
are Incurred or Exist. 
Q: The AICPA O f f i c i a l Interpretations #15 e n t i t l e d 
"Deferred Tax Charges Existing When Loss Carryforward 
Arises" (U 4091.095-097; O.T. Page 26) provides a 
general discussion of the interplay of net deferred 
tax charges and operating losses. Are there any 
more s p e c i f i c rules regarding the -application of that 
portion of the interpretation? 
A: We believe that the following rules should be applied 
when an operating loss i s incurred and there are net 
deferred tax debits preexisting on the company's 
balance sheet: 
1. I f , at the time a loss arises for tax purposes, 
there are preexisting deferred tax charges re-
corded i n the accounts, the amount recorded 
for deferred tax charges that relates to the 
cumulative period which includes the current 
year and the carryback years should be redeter-
mined on the basis of a cumulative "with and 
without" calculation. In these cases, the 
amount of deferred charges r e l a t i n g to that 
cumulative period may not exceed cash taxes 
actually paid during that cumulative period. 
The cumulative period calculation concept i s 
applied i n AICPA O f f i c i a l Interpretations 
(#11; U 4091.074; O.T. Page 21). 
2. The recomputation does not e f f e c t deferred 
charges recorded i n the accounts which relate 
to timing differences which originated i n a 
precarryback period; however, as explained i n 
the AICPA O f f i c i a l Interpretation (#15; 
U 4091.095-097; O.T. Page 26) whenever a 
company i s in a loss carryforward position 
(and presumably this means tax net operating 
loss carryforward position), a question arises 
as to the r e a l i z a b i l i t y of the deferred tax 
charges. This Interpretation (U 4091.095) 
specifies that "...the net deferred tax charges 
should be evaluated as to r e a l i z a b i l i t y i n the 
same manner as are other assets..." and does 
not impose the "assured beyond any reasonable 
doubt" c r i t e r i o n i n this case as i s done i n 
evaluating the prospective recording of a loss 
carryforward. Therefore, i t i s necessary to 
make an evaluation i n each particular s i t u a t i o n . 
It may well be that i n some cases, while the 
company believes r e a l i z a t i o n i s reasonably 
assured and therefore chooses not to write-off 
10/27/76 
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APB11.48.1 such deferred charges, the auditor may be unable 
Page 2 to s a t i s f y himself as to the assurance of the 
recovery of the deferred tax charges and this 
may necessitate a "subject to" clause re l a t i n g 
to such deferred tax charges i n the auditor's 
report. Conversely, i n most cases, i f the 
company's evaluation i s that r e a l i z a t i o n i s 
s u f f i c i e n t l y i n doubt and i t chooses to write 
them o f f , i t would rarely be appropriate for 
the auditor to take exception i n the auditor's 
report. 
The following examples i l l u s t r a t e the cumulative 
calculation which i s applied i n determining how 
much of the deferred tax charges are automatically 
reversed when a net operating loss i s carried back 
for both the net change and gross change methods. 
DEFERRED TAX CHARGES AND A 
NET OPERATING LOSS 
ASSUMPTIONS: 
Year 
Taxes payable (refund-
able) per return $ 750 $ 750 $ 750 $ 750 ($2,250) (2) 
(1) Tax loss carried back to year 2. 
(2) Refundable taxes are limited to those paid 
i n the carryback period. 
Other data: 
Year 1 i s f i r s t year of operations. 
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Pretax accounting income 
(loss) 
Timing differences re-
lated to deferred 
compensation accruals 
recorded for f i n a n c i a l 
statement purposes but 
not allowable for tax 
purposes u n t i l paid: 
Originating 
Reversing 
Net change 
Taxable income (loss) 
Tax rate 
1 2 3 4 5 
$1,000 $1,000 $1,000 $1,000 ($5,000) 
500 1,000 1,500 2,000 2,500 
- ( 500) ( 1,000) ( 1,500) 2,000 
500 500 
1,500 1,500 
50% 50% 
500 
1,500 
50% 
500 500 
1,500 ( 4,500) (1) 
50% 50% 
APB11.48.1 End of year 
Page 3 1 4 
Cumulative excess of taxable income 
over accounting income $500 $2,000 
Deferred tax charges 250 1,000 
Carryback benefit, represents taxes 
recoverable by carryback of loss 
incurred i n f i r s t subsequent 
period 750 2,250 
10/26/76 
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APB11.48.1 
Page 4 NET DEFERRED TAX CHARGES AND A NET OPERATING LOSS 
Net 
change 
method(1) 
Gross 
change 
method(1) 
Taxable income 
Timing differences: 
Net change method - net timing differences 
arising during the period 
Gross change method - timing difference 
originating in year 5 
$ -
2 ,000 
$ -
2,500 
Taxable loss "without" timing difference 
Tax rate 
Tax refundable "without" timing difference 
for the cumulative period 
Taxes payable (refundable) "with" timing 
differences for the cumulative period 
( 2,000) 
50% 
- (2) 
( 2,500) 
50% 
- (2) 
Deferred tax charges arising during period 
Deferred tax charges recorded during the 
period before adjustment for year 5 loss: 
Net change method ($1,500 @ 50) 
Gross change method (represents year 
4 originating difference of $2,000 
times the 50% tax rate) 
750 
1,000 
Deferred tax charges to be reversed in year 5 ($ 750) ($1,000) 
Income statement presentation for year 5: 
Loss before income taxes 
Income taxes: 
Currently (refundable) 
Reversal of deferred tax charges 
($5,000) 
( 2,250) 750 
($5,000) 
( 2,250) 1,000 
1,500 1,250 
Net (loss) 
Balance sheet presentation at the end of year 5: Current assets - refundable income taxes Other assets - deferred tax charges 
($3,500) 
$2,250 
250 (3) 
($3,750) 
$2,250 
(1) This calculation i s based on the cumulative period which 
includes the year of loss (year 5) and the years to 
which the loss can be carried (years 2 through 4). 
(2) Taxes are limited to the amount taxes payable (recoverable) 
for the cumulative period — in this case, the net taxes 
for the period are zero (the taxable loss in year 5 is 
used to recover a l l the taxes paid in years 2, 3 and 4). 
(3) Because of the loss, the company would have to evaluate the 
propriety of continuing to carry the deferred tax charge 
as an asset. 
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APB11.48.2 Gross Change Versus Net Change Method i n Applying Net 
Operating Loss Carryforward Against Net Deferred Taxes. 
Q: The Opinion (APB11.48; 4091.47) requires the 
u t i l i z a t i o n of an operating loss carryforward to 
reduce the net deferred tax credits existing at 
the time the carryforward arises to the extent 
such net deferred tax credits w i l l turn around in 
the carryforward period. If a company u t i l i z e s 
the "net change method," should the net changes 
in the related timing differences anticipated 
during the carryforward period be considered or 
should the test be r e s t r i c t e d to the items com-
prisi n g the net deferred tax credits at the time 
the carryforward originates? 
A: The turnaround referred to in the opinion refers to 
"existing net deferred tax cred i t s " (APB11.48; 4091. 
47); accordingly, the turnaround to be considered 
relates only to credits which have already been 
recorded in the accounts, not to future originating 
differences which might offs e t turnarounds (the "net 
change method"); see Exhibit IV contained in the 
AICPA O f f i c i a l Interpretations (#14; U 4091.094; 
O.T. Page 28). It should be noted in reviewing 
Exhibit IV that the average rate assumption was used 
i n determining the amortization of the deferred tax 
cred i t s , i t would also be acceptable under the opinion 
to u t i l i z e the f i r s t - i n , f i r s t - o u t method. The 
following i s an example of the use of the f i r s t - i n , 
f i r s t - o u t method using the: 
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APBll.48.2 Notes: 
Page 3 
(A) Refund of taxes paid in years 2-4 available 
because of loss carryback. 
(B) Adjustment of deferred credit from timing d i f f e r -
ence recognized in years 2-4 (carryback period) 
in accordance with Section 4091.43 (Paragraph 44 
of APB 11). No deferred cr e d i t i s required for 
year 5 since tax refund computed with timing 
difference i s same as refund computed without 
timing difference. 
(C) The tax benefit of the loss carryforward that may 
be recognized i s the lower of (1) the tax e f f e c t 
of carryforward for accounting purposes of $4,500 
(computed as 50% of $9,000; or (2) the amortiza-
tion of remaining deferred tax credits that would 
otherwise occur during the carryforward period of 
$5,000 (based on the fact that $20,000 of timing 
differences reverse i n carryforward period of years 
6-10 or $10,000 are deferred taxes and there are 
only $5,000 of net deferred tax credits on the books 
at the end of year 5 before this o f f s e t using the 
f i r s t - i n , f i r s t - o u t assumption). The $4,500 
lim i t a t i o n prevails. 
(D) During each of the years 6 through 10, amortiza-
tion of deferred tax credits on a cumulative 
basis of $2,000 i s recognized on the basis of 50% 
of $4,000 reverse timing differences. In each 
of these years, deferred credits are restored to 
the extent of r e a l i z a t i o n of the loss carryforward 
equal to tax that would otherwise be currently 
payable in year 6 through 9 of $3,000 each year, 
and in year 10 of $4,500. F u l l benefit of carry-
forward i s added to deferred credits because 
aggregate net deferred credits never exceed 
amounts that would have been recorded i f there 
had been no operating loss. 
(E) The accumulated deferred tax at the end of year 10 
i s $7,000 which i s amortized based on the a p p l i -
cation of the tax rate to the reversing timing 
differences in years 11 through 13 on a f i r s t - i n , 
f i r s t - o u t basis. This results i n the entire 
deferral being amortized by the end of year 13. 
(F) See the AICPA O f f i c i a l Interpretations for an 
example of the use of the average rate assumption 
(#14; U 4091.094; O.T. Page 28). 
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APB11.52.1 Intraperiod Allocation of Tax Benefit from Operating 
Loss to Taxes on Extraordinary Item. 
Q: A company has had a history of losses from operations. 
In the current period, the company has again incurred 
a loss from operations but has also realized an extra-
ordinary gain which results in pretax accounting 
income for the year. This pretax accounting income 
w i l l be sheltered from taxes as a result of a current 
loss from operations and the a v a i l a b i l i t y of operating-
loss carryforwards. Should income before extra-
ordinary items r e f l e c t a reduction in the current 
operating loss to the extent of a tax benefit i t 
contributes to the current period extraordinary item? 
A: Paragraph 52 (4091.51) of APB Opinion No. 11 indicates 
that "the income tax expense attributable to income 
before extraordinary items i s computed by determining 
the income tax expense related to revenue and expense 
transactions entering into the determination of such 
income, without giving e f f e c t to the tax consequences 
of items excluded from the determination of income 
before extraordinary items." Additionally, the 
AICPA O f f i c i a l Interpretation (#19; U 4091.117) 
states, "If exclusion of extraordinary items from 
pretax f i n a n c i a l statement income results i n a loss 
before extraordinary items, a credit tax provision 
should be allocated to such loss. The credit 
would be equivalent to the tax that would be refund-
able from an operating loss carryback equal to the 
loss before extraordinary items." 
In the situation posed by the question, the exclusion 
of the extraordinary, item from f i n a n c i a l statement 
income would res u l t i n a loss. Since the company 
has net operating loss carryforwards available, there 
are no taxes previously accrued (currently payable 
or deferred) which are available for recovery through 
the carryback of the current loss. Accordingly, in 
such a circumstance, there would be no tax credit 
allocated to the current operating loss. Addition-
a l l y , the taxes to be used to reduce the extraordinary 
cr e d i t would be the taxes on the extraordinary income 
less the tax benefit of the current operating loss; 
there would be a separate extraordinary item repre-
senting the tax benefit derived from the r e a l i z a t i o n 
of net operating loss carryforwards used to offset 
the taxes which would otherwise have been payable. 
The following example (taken from the AICPA Technical 
Practice Aids 5250.03) i l l u s t r a t e s a similar problem: 
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APB11.52.1 The situation of a c l i e n t i s as follows: 
Page 2 
1. Current year's operating loss equals $100,000. 
2. Extraordinary gains equal $200,000. There are 
no c a p i t a l gains. 
3. Actual income taxes payable i s $45,000. 
4. The amount of taxes actually available for refund 
through the carryback of the operating loss of 
$100,000 equals $18,000 since the company sustained 
a loss i n the immediately preceding year which re-
sulted in the refund of a l l but $18,000 of taxes 
paid during the preceding three years. 
The refund should be computed at the amount actually 
refundable regardless of current tax rates in accord-
ance with the note to the i l l u s t r a t i o n appearing on 
Page 21 of the o r i g i n a l text of Interpretations of 
APB 11 (#11; U 4091.072-074). Therefore, the appro-
priate presentation would be as follows: 
Loss before refundable income taxes ($100,000) 
Refund of p r i o r year's income taxes 
arising from carryback of operating 
loss 18,000 
Loss before extraordinary items ( 82,000) 
Extraordinary items, net of a p p l i -
cable tax e f f e c t : 
Description of items ($200,000 
less tax e f f e c t of $63,000) 137,000 
Net income $ 55,000 
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APB11.52.2 Intraperiod Allocation of Income Taxes Between Con-
tinuing and Discontinued Operations. 
Q: APB Opinion No. 30 specifies the format to be used 
in reporting discontinued operations of a segment of 
a business. Since at the adoption of APB 11 the 
fragmentation of the income statement before extra-
ordinary item as required by APB No. 30 was not 
contemplated, APB 11 does not cover intraperiod 
al l o c a t i o n when discontinued operations are reported. 
How should income taxes be allocated i n f i n a n c i a l 
statements which report income from continuing and 
discontinued operations i n accordance with APB 30? 
A: The income statement presentation requirements of APB 
30 adds one additional step to the intraperiod a l l o c a -
tion process described i n APB 11 (4091.50-51) and to 
the Interpretations (#19; U 4091.115-120). The 
amount of income tax expense to be allocated to income 
from continuing operations w i l l be the amount of income 
tax expense (after giving effect to related investment 
credits) would have been determined by excluding from 
pretax accounting income a l l transactions that are not 
included i n the determination of income from continuing 
operations. The difference between income tax expense 
allocated to income from continuing operations and the 
t o t a l income tax expense for the period (after giving 
e f f e c t to investment credits) w i l l then be allocated 
among the income, or loss from discontinued operations, 
extraordinary items, cumulative e f f e c t of accounting 
changes, adjustments of prior periods, and dir e c t 
entries to stockholders' equity accounts, as necessary. 
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APB11.52.3 Intraperiod Allocation of Income Taxes Between Income 
Before Securities Gains and Income from Securities 
Gains i n Income Statements of Banks. 
Q: The f i n a n c i a l statements of banks report income after 
applicable income taxes but before security gains or 
losses and then separately report security gains or 
losses net of applicable income taxes. What pro-
cedure should be followed i n allocating income taxes 
between these two segments of the income statement? 
A: For the purposes of intraperiod tax allocation i n the 
fi n a n c i a l statements of banks, the securities gains 
should be treated i n a manner similar to extraordinary 
items. Basically, the amount of income tax expense 
for the period to be allocated to income before 
security gains or losses i s to be computed as the 
amount of income tax expense (after giving e f f e c t to 
related investment credits) that would have been 
determined by excluding from pretax f i n a n c i a l state-
ment income a l l transactions that are not included i n 
the determination of income before security gains or 
losses. The difference between income tax expense 
allocated to income before security gains or losses 
and t o t a l income tax expense for the period (after 
giving effect to investment credits) i s then a l l o c a -
ted to the securities gains or losses. 
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APB11.52.4 Intraperiod Allocation of Income Taxes Between Income 
(Loss) Before Realized Investment Gains and Losses 
and Income (Loss) from Realized Investment Gains and 
Loss i n Income Statements of Stock L i f e Insurance 
Companies. 
Q: The income statements of stock l i f e insurance companies 
present income after applicable income taxes but before 
realized investment gains and losses, net of related 
income taxes. What procedure should be followed i n 
allocating income taxes between these two segments of 
the income statement? 
A: The procedures to be used here are the same as those 
to be used i n the banking industry, see Interpretation 
11.52.3. 
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APB11.52.5 Allocation of Income Taxes Among Components of a 
Group F i l i n g a Consolidated Tax Return. 
Q: What are the accounting rules for allo c a t i n g income 
tax expense among components which are included i n 
a consolidated federal income tax return? 
A: No accounting pronouncement presently exists regard-
ing the all o c a t i o n of income taxes among components 
which are included i n a consolidated federal income 
tax return. There are several s p e c i f i c methods 
set forth for the al l o c a t i o n of the consolidated 
tax among components i n the income tax rules for 
consolidated returns. (Sec. 1552 and Reg. Sec. 
1.1502 - 33(a).) The tax rules permit alternative 
methods of allo c a t i n g taxes among members of a 
consolidated group as follows: 
1. Taxes are allocated only to members with taxable 
income; that i s , members with losses would not 
be allocated any credit for the tax reduction 
their losses contributed to the consolidated 
group. 
2. Taxes are allocated to a l l members, including an 
allocation of tax benefits to those members of 
the consolidated group which incurred taxable 
losses. 
Under either of the above approaches, the all o c a t i o n 
can be based on the r a t i o of taxable income of each 
member to t h e i r t o t a l taxable income, or on the r a t i o 
of taxes payable computed on a separate return basis 
(there are special rules for this computation), or 
several variations of these methods. 
The preceding i s a very general and abbreviated de-
scription of the intercompany tax allocation methods 
allowed for tax purposes and should not be used 
without reference to the detailed tax rules as the 
basis for implementing an intercompany tax allocation 
policy. The tax rules do not require the method used 
for allocating income taxes among components for tax 
purposes to conform to the all o c a t i o n method used for 
fi n a n c i a l statement purposes. The method of a l l o c a -
tion chosen for tax purposes can have s i g n i f i c a n t 
tax implications and should be caref u l l y studied 
before a method i s chosen. 
Any of the methods allowed for allocation of such 
taxes under the tax rules for tax purposes are 
acceptable i n practice for f i n a n c i a l statement 
purposes, with the following requirements: 
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APB11.52.5 1. The note to the f i n a n c i a l statements of the parent 
Page 2 and of the individual components should disclose: 
a. The fact that a conolidated return i s f i l e d . 
b. The method followed in allocating tax effects 
among the components for f i n a n c i a l statement 
purposes. 
2. The notes to the f i n a n c i a l statements of individual 
components should also disclose the tax expense 
for the component which would be incurred i f an 
individual return were f i l e d . 
3. The method of allocation as between related com-
panies should preferably be a matter of written 
understanding as between the parent and subsidi-
a r i e s , r a t i f i e d as appropriate by the Boards of 
Directors of the companies involved. In the 
absence of such a written agreement, i t i s highly 
desirable to have the matter s p e c i f i c a l l y covered 
in the l e t t e r of representations, both from the 
subsidiary company and the parent company, so 
there can be no misunderstanding as to management's 
acceptance of the procedure followed i n the finan-
c i a l statements of the individual components. 
The intercompany tax al l o c a t i o n procedures under the 
tax rules are based on the use of taxable income and 
taxes payable which w i l l not necessarily equal either 
the pretax f i n a n c i a l statement income (exclusive of 
permanent differences) and the f i n a n c i a l statement 
tax provision, respectively, for the same period 
because of the existence of timing differences. We 
believe that i n al l o c a t i n g income taxes among the 
components of a consolidated group, the deferred 
taxes should be allocated to the members of the group 
i n a manner similar to that which the group uses to 
allocate i t s tax return l i a b i l i t y , after adjusting the 
allocation bases for timing differences. 
In addition to the differences i n the amounts allocated 
for f i n a n c i a l statement and tax purposes, differences 
may arise because the intercompany tax al l o c a t i o n 
method used for f i n a n c i a l statement purposes d i f f e r s 
from that used for tax purposes. This w i l l result i n 
the members having d i f f e r e n t bases for tax purposes 
than the f i n a n c i a l statement basis (after adjustments 
for normal timing differences). These d i f f e r i n g 
bases could have a tax impact i f an entity i s no 
longer included i n the consolidated return (perhaps 
as a result of i t s sale or because the group no longer 
f i l e s consolidated returns) and the e f f e c t of such a 
difference should be considered i n the determination 
of a provision for taxes on the undistributed earnings 
of investees and subsidiaries. 
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APB11.52.6 Allocation of Income Taxes Among Components - Equity 
Accounting Used for Some Components. 
Q: Would the conclusions reached in 11.52.5, 11.61.2 and 
11.61.3 regarding tax allocation and statements of 
components of a business enterprise, be di f f e r e n t i f 
the components were accounted for using the equity 
method rather than being consolidated with the parent 
for f i n a n c i a l statement purposes? 
A: Paragraph 19 of APB 18 states, "...an investor's net 
income for the period and i t s stockholders' equity 
at the end of the period are the same where an invest-
ment i n a subsidiary i s consolidated." Thus, the 
conclusions reached regarding tax allocation among 
components of a consolidated group apply equally to 
tax a l l o c a t i o n considerations i n apply the equity 
method of accounting for investments when the 
investee i s included i n the consolidated tax return 
of the investor. 
10/28/76 
44 
APB11.57.1 Balance Sheet Presentation of Deferred Taxes Arising 
from Use of the Cash Method of Accounting for Tax 
Purposes. 
Q: Should the current or noncurrent balance sheet c l a s s i -
f i c a t i o n be used for the deferred tax a r i s i n g from the 
use of the cash method of accounting for tax purposes 
while the accrual method i s used for f i n a n c i a l state-
ment purposes? 
A: APB 11 requires deferred taxes to be c l a s s i f i e d as 
current or noncurrent items in the balance sheet in 
the same manner as the s p e c i f i c asset or l i a b i l i t y 
which gave r i s e to the timing difference. The 
separation into current or noncurrent categories 
was done "in order to conform with accepted p r i n c i -
ples for determining working c a p i t a l " (#21; U 4091. 
126). Therefore, i f both current and noncurrent 
receivables and payables gave r i s e to the deferred 
tax (from using the cash basis for tax purposes), 
such deferred tax should be allocated between 
current and noncurrent on the basis of the respective 
ratios of the related net current and net noncurrent 
items. 
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APB11.57.2 Balance Sheet Presentation of Deferred Taxes Related 
to Accounting for Income from Long-term Contracts. 
Q: Can any portion of the deferred tax credits which 
arise from using the percentage of completion method 
for accounting purposes and the completed contract 
method for tax purposes in determining income from 
long-term construction contracts be c l a s s i f i e d as 
noncurrent? 
A: Interpretation 11.57.1 discusses the basic rules for 
c l a s s i f i c a t i o n of deferred tax items in the balance 
sheets. In general, this i s a simple matter, since 
the asset or l i a b i l i t y which gives r i s e to the timing 
difference and the related deferred tax i s e a s i l y 
i d e n t i f i a b l e i n the balance sheet. 
In the case of long-term contracts, the related assets 
(or l i a b i l i t y ) may have been converted to cash (or 
liquidated) and i n turn converted to a noncurrent 
asset or used to liquidate a noncurrent l i a b i l i t y and 
would not be readily i d e n t i f i a b l e from the face of the 
balance sheets. Notwithstanding, the profession has 
had no d i f f i c u l t y in a r r i v i n g at the practice that, 
although one cannot trace d o l l a r s , the deferred credit 
must remain c l a s s i f i e d i n current l i a b i l i t i e s . This 
position i s supported by the reasoning that such 
deferred taxes relate to the operating cycle (which i s 
more than one year for long-term construction contrac-
tors) and the deferred taxes related to contract 
accounting must be c l a s s i f i e d as current along with 
other assets and l i a b i l i t i e s r e l a t i n g to the cycle; 
that i s , costs of uncompleted contracts in excess of 
b i l l i n g s , b i l l i n g s i n excess of costs of uncompleted 
contracts, retainages, unbilled charges on contracts, 
etc. ) . Accordingly, i t i s inappropriate to allocate 
the deferred taxes on some overal l basis, such as the 
r a t i o of current assets and long-term assets to t o t a l 
assets. There i s one exception to this general rule. 
If any receivables are presented as noncurrent and 
relate to long-term construction contracts and such 
receivables have given r i s e to timing differences, the 
related tax e f f e c t of the timing difference should be 
c l a s s i f i e d as a noncurrent deferred tax. 
10/28/76 
46 
APB11.57.3 Installment Receivables and Related Deferred Taxes 
as Current Assets and L i a b i l i t i e s (AICPA Technical 
Practice Aids 2130.02). 
Q: Is i t an accepted accounting p r i n c i p l e to c l a s s i f y 
long-term installment receivables and their related 
deferred income tax credit as current assets and 
l i a b i l i t i e s ? 
A: SEC Accounting Series Release No. 102, "Balance 
Sheet C l a s s i f i c a t i o n of Deferred Income Taxes 
Arising from Installment Sales," and Paragraph 57 
of APB Opinion No. 11 describe the handling of the 
deferred tax l i a b i l i t i e s related to installment 
sales. Accounting Research B u l l e t i n No. 43, 
Chapter 3, Section A, Paragraph 4 indicates that 
the term "current assets" includes "installment 
or deferred accounts and notes receivable i f they 
conform generally to normal trade practices and 
terms within the business." Accordingly, i f a 
corporation i s c l a s s i f y i n g i t s installment notes 
receivable as current on the theory that they con-
form generally to normal trade practices and terms 
within the business, i t therefore follows that the 
applicable deferred income tax l i a b i l i t i e s should 
also be c l a s s i f i e d as current. 
47 4/20/76 
APB11.61.1 Effect of Loss Carrybacks and Carryforwards on the 
Recognition of Investment Tax Credits. 
Q: If a company has taxable income for the current year 
before consideration of a larger tax loss carryforward 
and the company has current investment tax credi t s , 
should the f i n a n c i a l statements r e f l e c t a normal tax 
provision without recognition of investment tax credit 
and extraordinary income resulting from u t i l i z a t i o n 
of the loss carryforward or should they r e f l e c t a 
lower normal tax provision by giving e f f e c t to invest-
ment tax credit? For tax purposes, the loss carry-
forward w i l l be used to offse t the current years' 
income and the unused current year investment tax 
credit w i l l be available for future periods. 
A: In accounting for investment tax credits when oper-
ating loss carrybacks or carryforwards are present, 
we believe i t i s preferable that the investment tax 
credit not be recognized u n t i l i t i s actually realized. 
This i s based on the sequence of u t i l i z a t i o n provided 
under the tax law, which would be to f i r s t r e f l e c t 
the u t i l i z a t i o n of the operating loss carryforward 
prior to any u t i l i z a t i o n of investment credits. 
However, i n practice, both approaches have been used. 
The effect of recognizing investment tax credits in 
a loss carryforward situation i s i l l u s t r a t e d for both 
methods by the following: 
In using the second method, i t must be remembered 
that the investment tax credit has been recognized i n 
income before extraordinary items before i t i s actually 
realized (years 19X2 and 19X3). When the investment 
tax credit i s actually realized i n the la t e r years 
(19X4 and 19X5), i t must be presented as an extraordi-
nary item, as the above example portrays, to recognize 
the investment tax credit as an adjustment of ordinary 
income taxes i n years 19X4 and 19X5 would be to twice 
include the eff e c t of the credit i n ordinary income. 
COMMENTARY: 
It should be noted that the preference stated above i s 
not that expressed i n the October 7, 1976 proposed FASB 
Interpretation of APB Opinion 28 Accounting for Income Taxes  
in Interim Periods. In their proposal the FASB has i n d i -
cated only the second method and i n so doing has not 
commented upon the need to r e f l e c t as extraordinary credits 
the f i n a l r e a l i z a t i o n of the investment tax credits, which 
are o r i g i n a l l y used to reduce the imputed tax. 
Our interpretation i s subject to the f i n a l position 
taken by the FASB. 
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APB11.61.1 ASSUMPTIONS: 
Page 2 
Loss carryforward from year 19X1 $2,000 
Investment tax cred i t a r i s i n g i n 
19X2 (no other investment credit 
a r i s i n g in any year) 500 
Tax rate 50% 
Investment tax cred i t limited to 
50% of taxes payable 
No timing differences 
LOSS CARRYFORWARD RECOGNIZED FIRST: 
19X2 19X3 19X4 19X5 
Financial statement 
income $1,000 $1,000 $1,000 $1,000 
Tax before invest-
ment tax credits 500 500 500 500 
Less investment 
tax credit ( 250) ( 250) 
Net tax 500 500 250 250 
Income before 
extraordinary 
c r e d i t 500 500 750 750 
Extraordinary 
credit 500 500 
Net income $1,000 $1,000 $ 750 $ 750 
Clearly, t h i s example follows the u t i l i z a t i o n 
of these items for tax purposes. 
ITC RECOGNIZED FIRST: 
19X2 19X3 19X4 19X5 
Financial statement 
income $1,000 $1,000 $1,000 $1,000 
Tax before invest-
ment tax cred i t 500 500 500 500 
Less investment 
tax credit ( 250) ( 250) 
Net tax 250 250 500 500 
Income before 
extraordinary 
cre d i t 750 750 500 500 
Extraordinary 
credit 250 250 250 250 
Net income $1,000 $1,000 $ 750 $ 750 
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APB11.61.2 Consolidated Subsidiary not Included in Consolidated 
Tax Return U t i l i z e s i t s Operating Loss Carryforward. 
Benefit not Recognized at Time of Loss. 
Q: A company and i t s foreign subsidiaries f i l e individual 
tax returns rather than a consolidated income tax 
return (or for some other reason a subsidiary cannot 
be included in a parent's consolidated return). One 
of the foreign subsidiaries had a loss from operations, 
with no p r i o r earnings available for carryback, and 
a second foreign subsidiary u t i l i z e d i t s net operating 
loss carryforward from p r i o r periods to offset current 
operating income. Should the tax provision in the 
consolidated f i n a n c i a l statements represent a summation 
of the tax expense, after consideration of timing 
differences, for each of the foreign subsidiary com-
panies or should i t be based on consolidated income? 
In pa r t i c u l a r , can the u t i l i z a t i o n of the net operating 
loss carryforward by one foreign subsidiary be con-
sidered an adjustment of normal tax expense, rather 
than an extraordinary cr e d i t , i n l i g h t of the loss of 
the other foreign subsidiary? 
A: In those cases where a consolidated tax return i s not 
f i l e d , the tax provision for f i n a n c i a l statement 
purposes should be a summation of the tax provisions 
of the underlying e n t i t i e s as adjusted in consolidation 
for intercompany transactions. The intraperiod a l l o -
cation between the normal tax provision and extraordin-
ary recovery would likewise be based on an individual 
summation of such items of the individual subsidiaries. 
In the example c i t e d above, there would be an extra-
ordinary item for the u t i l i z a t i o n of the net operating 
loss carryforward by the one foreign subsidiary 
(assuming the amount i s material). There would be 
no recognition of prospective u t i l i z a t i o n of the net 
operating loss carryforward of the foreign subsidiary 
which los t money i n the current period unless u t i l i z a -
tion of such net operating loss carryforward i s assured 
beyond a reasonable doubt. 
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APB11.61.3 Consolidated Group F i l i n g Consolidated Income Tax 
Return - Recognition of Operating Loss Carryforwards 
of Components. 
Q: Would the answer to 11.61.2 be different i f the compon-
ents were included in a consolidated tax return with 
the parent or i f their losses could be u t i l i z e d by 
subsequent adoption of a consolidated return? 
A: In this case, the tax provision reflected i n the con-
solidated statements would not be a summation of the 
individual provisions but would be based on the 
application of the deferral method to the consolidated 
taxable income and timing differences. However, i f 
in calculating the consolidated provision the company 
i s able to recognize a benefit from a net operating 
loss carryforward of a previously unconsolidated 
subsidiary (assume the loss giving r i s e to the carry-
forward occurred after acquisition but before inclusion 
in the consolidated return and the tax benefit was not 
recognized prospectively because i t s u t i l i z a t i o n was 
not assured), then such benefit would be reflected in 
the f i n a n c i a l statements as an extraordinary credit 
(assuming i t i s material) rather than as a reduction 
of the normal tax provision. The u t i l i z a t i o n of a 
current operating loss of a nonprofitable subsidiary 
would be a proper reduction of current taxes i f such 
loss could be used for tax purposes to offset income 
which i s taxable elsewhere in the consolidated group; 
however, benefits from such losses must be realizable 
in the f i l i n g of the current consolidated return or 
u t i l i z a t i o n of the benefits must be assured beyond a 
reasonable doubt before such benefits can be reflected 
in the current tax provision. 
The internal revenue rules regarding the u t i l i z a t i o n i n 
a consolidated tax return of losses incurred by subsidi-
aries prior to their inclusion i n the consolidated 
return are quite complex and should be car e f u l l y con-
sidered in each case. 
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APB11.61.4 Realization of Tax Benefit of Loss Carryforward (AICPA 
Technical Practice Aids 5250.05). 
Q: What i s the proper method of reporting the reduction 
i n current income taxes resulting from the r e a l i z a t i o n 
of the benefit of a carryforward of a prior year net 
operating loss? 
A: Accounting Principles Board Opinion No. 11, Paragraph 
61 states, "When the tax benefit of an operating loss 
carryforward i s realized i n f u l l or i n part i n a subse-
quent period, and has not been previously recognized 
in the loss period, the tax benefit should be reported 
as an extraordinary item i n the results of operations 
of the period i n which realized." Paragraph 61 of 
APB Opinion No. 11 i s not modified or amended by APB 
Opinion No. 30. 
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APB11.63.(a)1 Disclosure of Loss Carryforwards Available. 
Q: Paragraph 63a (APB11.6.a; 4091.62a) of the opinion 
requires that amounts of operating loss carryforwards 
not recognized i n the loss period be disclosed, 
together with expiration dates. Should the amount 
disclosed be the f i n a n c i a l statement operating loss 
carryforward or the tax operating loss carryforward? 
A: The Paragraph referred to above i s meant to require 
disclosure of the tax operating loss carryforward. 
The Paragraph further requires that indication should 
be given separately of the amounts of the operating 
loss carryforward which would be credited to deferred 
tax accounts upon their recognition. This i s required 
so that the reader can understand the amount of the 
carryforward available for tax purposes and the amount 
of the carryforward which has already been recognized 
for f i n a n c i a l statement purposes through a reduction 
of net deferred tax credits and w i l l be u t i l i z e d to 
restore the net deferred tax credits i f the operating 
loss carryforward i s realized. 
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APB16.88.1 Continuation of Deferred Tax Accounts After a Business 
Combination Accounted for as a Purchase (TR APB 16 and 
17 Interpretation). 
Q: In a business combination accounted for as a purchase, 
may the acquired company carry forward in i t s separate 
f i n a n c i a l statements a preacquisition deferred tax 
account, which would be eliminated i n consolidation? 
A: In a purchase, the net assets of an acquired company 
are recorded using a new basis of accounting which 
recognizes difference between the tax basis of assets 
and their f a i r values as an adjustment of the new 
valuation basis, discounted as appropriate. Further-
more, the new differences are not timing differences, 
which i s a requirement for deferral of taxes under APB 
Opinion 11. 
If the acquired company was liquidated and emerges i n 
another corporation, the deferred tax account must be 
eliminated for purposes of the separate f i n a n c i a l 
statements of the subsidiary. Even where the acquired 
company does not change i t s legal e n t i t y , eliminating 
the deferred tax accounts (and using a l l other f a i r 
value applications) i s a TR preference, but not manda-
tory. 
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APB16.88.2 Subsequent U t i l i z a t i o n of Loss Carryforwards of a 
Purchased Subsidiary (TR APB 16 and 17 Interpretations). 
Q: In a business combination accounted for as a purchase, 
how should the tax benefits of an unrecorded loss 
carryforward realized subsequent to the date of acqui-
s i t i o n be treated i f goodwill i s not present? 
A: Subsequent tax benefits must be considered a retro-
active adjustment of the purchase price. If the 
benefits reduce the purchase price to an amount that 
i s less than the f a i r value of the acquired assets, 
such difference should be allocated to reduce propor-
tionately the values assigned to noncurrent assets. 
Amortization of the assets affected to the extent 
adjusted should be prospective from the date the 
benefits were realized (see also Paragraphs 87 and 
91 of APB 16 and Paragraph 49 of APB 11). 
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APB16.89.1 Deferred Taxes in a Purchase Transaction (TR APB 16 
and 17 Interpretation). 
Q: Must deferred taxes of a purchased company be e l i m i -
nated, or set up for differences in bases? 
A: The market or appraisal values of p a r t i c u l a r assets 
and l i a b i l i t i e s may d i f f e r from the income tax basis 
of these items. Estimated future tax effects of 
differences between the tax basis and the book basis 
of assets and l i a b i l i t i e s carried forward are a 
variable i n determining the f a i r value of such assets. 
Paragraph 89 c l e a r l y states that the acquiring corpo-
ration should not record deferred tax accounts at the 
date of acquisition. 
The excess of f a i r value assigned to depreciable 
property assets over their tax basis (whether or not 
tax basis i s the same as the old book basis) s i g n i f i e s 
that depreciation i n the future f i n a n c i a l statements 
relating to such assets w i l l not be f u l l y deductible 
for tax purposes. Accordingly, the valuation excess 
would be halved (assuming a normal corporate tax rate), 
taking this nondeductibility into account. Further, 
the halved excess should be discounted to take into 
account the probable timing of expiration of the 
difference. 
Since this difference i s not a timing difference as 
described by Opinion 11, the question should not arise 
as to the acceptability of e f f e c t i v e l y recording a 
deferred tax charge in those cases where a loss carry-
forward situation exists. 
The application of Paragraph 89 i s more d i f f i c u l t when 
the deferred taxes of the acquired company relate to 
timing differences not d i r e c t l y related to assets or 
l i a b i l i t i e s on the balance sheet. For example, the 
construction contractor who follows the percentage of 
completion method for statement purposes and the 
completed contract method for tax purposes w i l l have 
deferred tax accounts r e l a t i n g to the excess of p r o f i t s 
reported for book purposes over those reported for tax 
purposes. It i s conceivable, however, that some or 
a l l of the p r o f i t s reported for f i n a n c i a l statement 
purposes but not yet taxed have already been collected. 
Where the untaxed p r o f i t s have already been collected, 
the applicable deferred tax w i l l have to be treated 
as a current l i a b i l i t y for income taxes as there seems 
no other appropriate place to put i t . 
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APB16.89.2 Difference i n Tax and Financial Statement Bases of 
Assets Arising at Purchase Date as the Result of 
Section 334(b)(2) Liquidation. 
Q: The effect of Section 334(b)(2) of the Internal Revenue 
Code i s to allow allocation of the purchase price to 
the underlying assets acquired in a taxable purchase 
of c a p i t a l stock under certain circumstances. This, 
in turn, may r e s u l t i n the tax basis of the assets 
exceeding the f a i r value of the assets for accounting 
purposes at the acquisition date, before consideration 
of future tax benefits to be derived from the d i f f e r i n g 
bases of these assets. How should the additional tax 
d e d u c t i b i l i t y of such assets be reflected i n the finan-
c i a l statements? 
A: The a b i l i t y to deduct for tax purposes a portion of the 
accounting goodwill which i s normally nondeductible i s 
a tax benefit related to goodwill as a result of the 
application of a mechanical formula allowed by the 
Internal Revenue Code and not a measure of the f a i r 
value of the underlying assets. Additionally, any 
attempt to add the tax benefit of this purchase price 
allocation to the f a i r value of any of the respective 
assets would be to recognize a future tax benefit 
which i s not necessarily assured beyond a reasonable 
doubt. Any benefit derived from the tax d e d u c t i b i l i t y 
of goodwill (or a portion of goodwill) should be a l l o -
cated to the related goodwill; this would be accompli-
shed by crediting goodwill for the tax benefit so 
derived and then amortizing the residual goodwill over 
the period to be benefitted, not to exceed 40 years 
from the acquisition date. By o f f s e t t i n g the tax 
benefit against the f i n a n c i a l statement goodwill, the 
tax benefit i s allocated to earnings over the same 
period to which goodwill i s allocated. 
A similar question was discussed with the Chief 
Accountant of the SEC who concurred with our position. 
He likened the situation to that of a tax loss carry-
forward which i s acquired in a purchase business 
combination and subsequently u t i l i z e d . 
I t should be noted that the application of Section 
334(b)(2) i s very complicated and the Internal Revenue 
Service i s very l i k e l y to challenge any increase i n the 
basis of an asset over i t s f a i r market value. 
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APB16.89.3 Assignment of Asset Values Reflecting Tax Consequences 
of the Acquisition (AICPA Technical Practice Aids 
7610.12). 
Q: A c l i e n t purchased the stock of another company and 
immediately liquidated the company to get an increased 
tax basis for the assets. As a consequence of this 
transaction, taxes are expected to be reduced by 
$250,000 over the next ten years, but the c l i e n t must 
currently pay $50,000 because of depreciation recapture 
on the revaluation. 
Is the additional tax currently payable an added cost 
of acquisition, or should i t be chargedcurrently as 
income tax expense? 
A: Paragraph 89 of Accounting Principles Board Opinion No. 
16 discusses the tax effects of assigning asset values 
in an acquisition. Basically, the Paragraph says 
that the amounts assigned to the assets i n the acquisi-
tion should r e f l e c t the tax consequences of the 
acquisition. It seems that the additional taxes paid 
because of the recapture rules would be one of the 
factors which should be considered i n assigning amounts 
to the assets acquired. 
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APB16.88.3 Investment Tax Credit Carryover of Acquired Company 
Used after Date of Purchase. 
Q: Company A acquired Company B in a tax-free acquisition 
which must be accounted for as a purchase for f i n a n c i a l 
statement purposes. Company B had investment credit 
-carryovers at the date of the acquisition which i t was 
able to use after the acquisition. Should the benefit 
from the u t i l i z a t i o n of that credit be recognized as 
a reduction of tax expense i n the current period finan-
c i a l statements or should i t be reflected as an adjust-
ment of the goodwill resulting from the allocation of 
the purchase price of Company B? 
A: Paragraph 88 of APB 16 (1091.88) discusses the proper 
treatment the benefit realized from the u t i l i z a t i o n 
of an operating loss carryforward of a purchased 
corporation, but does not address i t s e l f to the 
question of a benefit derived from a preexisting 
investment tax cre d i t of an acquired corporation. 
However, Paragraph 53 of APB 11 (4091.52) indicates 
that unused credits should be treated in the same 
fashion as operating loss. Accordingly, the benefit 
derived from the u t i l i z a t i o n of a preexisting invest-
ment tax credit of an acquired corporation should be 
recorded as an adjustment of the goodwill on the 
transaction. 
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APB23.12.1 Deferred Taxes on Undistributed Earnings of Subsidiary 
(Adapted from AICPA Technical Practice Aids 7920.02). 
Q: A company has set up a Domestic International Sales 
Corporation (DISC) to take advantage of the deferral 
of federal income taxes. The shareholders of the 
DISC intend to permanently defer federal income taxes 
to the extent permitted by the tax rules by reinvesting 
the DISC 'S income. Is the firm intent of the company 
to permanently defer taxes s u f f i c i e n t j u s t i f i c a t i o n 
to r e f r a i n from providing for deferred taxes on the 
fi n a n c i a l statements? 
A: Footnote 2 of Accounting Principles Board Opinion No. 
23 indicates that the Board's conclusions regarding 
undistributed earnings of a subsidiary also apply to 
a DISC. Furthermore, Paragraph 12 of APB Opinion 
No. 23 in referring to the i n d e f i n i t e reversal of tax 
deferrals states in part: 
The presumption that a l l undistributed earnings 
w i l l be transferred to the parent company may be 
overcome, and no income taxes should be accrued 
by the parent company, i f s u f f i c i e n t evidence 
shows that the subsidiary has invested or w i l l 
invest the undistributed earnings i n d e f i n i t e l y 
or that the earnings w i l l be remitted i n a tax-
free l i q u i d a t i o n . 
Therefore, i t i s not necessary to record deferred income 
taxes i n this case i f adequate evidence of the intention 
and a b i l i t y to reinvest the earnings i s available to 
the intent such permanently reinvested earnings are 
sheltered from federal income taxes. A b i l i t y i s a key 
word because of the tests a company must meet annually 
to shelter DISC income. 
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APB23.23.1 Tax Effects of Provision for Loan Losses (Adapted from 
AICPA Technical Practice Aids 6100.03). 
Q: A bank has t o t a l assets of less than $25 m i l l i o n and 
i s on a cash basis. The Internal Revenue Code pro-
vides for buildup in the reserve for bad debts based 
on a formula which allows a tax deduction often 
considerably i n excess of the actual losses sustained 
by the bank. For example, the allowable bad debt 
deductions for two consecutive years were $50,000 
per year, and the actual losses sustained were $10,000 
per year, which meant a tax write-off of $40,000 each 
year in excess of actual losses. The applicable 
federal income taxes at 50% would be $20,000 per year. 
What i s the proper method of handling the excess deduc-
tions for bad debts? Would Accounting Principles 
Board Opinion No. 23, which relates to this subject, 
be applicable to commercial banks? 
A: Accounting Principles Board Opinion No. 23 deals with 
bad debt reserves of savings and loan associations, 
and states i n Paragraph 23 that the savings and loan 
association should not provide for income taxes on 
the difference between taxable income and pretax 
accounting income attributable to a bad debt reserve 
that i s accounted for as part of the general reserves 
and undivided p r o f i t s of a savings and loan association. 
This requirement does not apply to commercial banks. 
The AICPA Industry Audit Guide, Audits of Banks (1969), 
would apply to this s i t u a t i o n . Page 48 of the guide 
states: 
" I t i s also possible that for some banks, 
the amounts allowable under the Treasury tax 
formula may be in excess of provisions required 
for accounting purposes. In such instances, 
operating earnings should be charged for the 
provision computed under the management's 
method; to the extent that this provision i s 
less than the tax deductible amount, operating 
earnings should include a provision for deferred 
income taxes. Any provision for loan losses in 
addition to the amount charged to operating 
expense, less the related tax e f f e c t , should be 
treated as an appropriation of undivided p r o f i t s 
and should be included i n the c a p i t a l funds 
section of the balance sheet. I f , in lat e r 
years, the provision for loan losses charged 
to operations i s more than the tax deductible 
amount, an appropriate portion of the reserve 
c l a s s i f i e d i n c a p i t a l funds should be restored 
to undivided p r o f i t s . " 
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APB24.7.1 Deferred Taxes on Undistributed Earnings on Personal 
Financial Statements (AICPA Technical Practice Aids 
1600.03). 
Q: Accounting Principles Board Opinion No. 24 discusses 
the treatment of tax effects of differences between 
taxable income and pretax accounting income a t t r i b -
utable to an investor's share of earnings of investee 
companies accounted for by the equity method. Does 
APB Opinion No. 24 apply to personal f i n a n c i a l state-
ments wherein an individual's equity in a corporation 
must be adjusted to recognize deferred taxes on undis-
tributed earnings? 
A: APB Opinion No. 24 deals with accounting for income 
taxes i n connection with investments i n common stock 
accounted for by the equity method (other than sub-
s i d i a r i e s and corporate j o i n t ventures) and relates 
to Accounting Principles Board Opinion No. 18, The 
Equity Method of Accounting for Investments i n Common 
Stock. An investor i s defined i n Paragraph 3 of APB 
Opinion No. 18 as "a business entity that holds an 
investment i n voting stock of another company." 
Even though the individual would be considered an 
investor i n the normal sense, an individual would not 
be considered an investor as defined i n APB Opinion 
No. 18 since the individual would not be considered 
a business entity. Therefore, the provisions of APB 
Opinion No. 24 rel a t i n g to accounting for the tax 
effects of undistributed earnings of investees would 
not apply to individuals and would not be applicable 
in preparing personal f i n a n c i a l statements. 
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SFAS4.9(a).1 Timing Differences on Extinguishment of Debt. 
Q: A corporation extinguishes debt for less than i t s 
carrying amount; the result i s reported as income 
for f i n a n c i a l statement purposes. For tax purposes, 
the taxpayer may be able to postpone the recognition 
of the income by adjusting the basis of certain assets. 
Should the adjustment i n tax basis of assets r e s u l t i n 
a permanent or timing difference? 
A: A gain on retirement of debt which i s deferred for tax 
purposes because of an adjustment of tax basis i s a 
timing difference i f there i s reason to believe that 
the assets to which the basis adjustment i s applied are 
expected to be disposed of i n the foreseeable future. 
However, the presumption that this i s a timing d i f f e r -
ence can be overcome i f the following conditions are 
met: 
1. There i s reasonable assurance that the asset w i l l 
be disposed of under circumstances such that no 
reverse timing difference w i l l occur; or 
2. there i s a reasonable assurance that any possible 
disposition of the asset w i l l occur i n the inde-
f i n i t e future and, i f and when disposition occurs, 
i t i s a transaction so unrelated to the extinguish-
ment of debt that i t does not constitute a reverse 
timing difference with respect to the untaxed 
extinguishment gain. 
The presumption that the adjustment i n basis i s a 
timing difference cannot be overcome i n the case of 
many nonmonetary assets such as inventories, invest-
ments i n marketable equity securities of n o n a f f i l i -
ated companies, and land held for sale. Refer to 
TID FIN-4100, Release No. 75-29, for a f u l l discus-
sion of the firm's position on this subject. 
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SFAS4.9(a).2 Rate to Use i n Recording Deferred Taxes Arisin g on 
the Extinguishment of Debt. 
Q: If i t i s determined that the adjustment of the tax 
basis of certain assets by the income on the extingish-
ment of debt results i n a timing difference (see Inter-
pretation FASB 4.9(a).1), should the deferred taxes be 
provided based on the current tax rate or the c a p i t a l 
gain rate ( i f that i s the rate to be used in calculating 
the tax upon the disposition of the related asset)? 
A: When i t i s determined that a deferred tax must be pro-
vided with respect to a f i n a n c i a l statement income 
resulting from early extinguishment of debt, the 
deferred tax should be computed "with and without" 
the extinguishment income included i n taxable income. 
Ordinarily, this w i l l r e s u l t i n a deferred tax equiva-
lent to applying the ordinary corporate tax rate to 
the amount of the extinguishment income shown i n the 
f i n a n c i a l statements. This follows because i f the 
company did not choose to postpone taxation of the 
income, such income would be taxed at ordinary rates. 
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SFAS12.22.1 Tax Allocation Where Market i s Used to Value Market-
able Equity Securities for Financial Statement 
Purposes. 
Q: If a company must adjust i t s carrying value of invest-
ments in marketable equity securities to market, when 
i t i s below cost, how should income taxes be allocated? 
A: (From Technical Letter 152 revised January, 1976): 
There are s i g n i f i c a n t limitations as to the tax 
d e d u c t i b i l i t y of investment losses (capital losses), 
usually substantially limited to c a p i t a l gains. 
Accordingly, i n many cases, computations of tax pro-
visions on a "with or without" basis (that i s , "with" 
including the c a p i t a l losses as i f they were realized 
losses for tax purposes) w i l l not r e s u l t in any 
appreciable deferred tax debit. 
However, to the extent that there have been usable 
c a p i t a l gains against which the unrealized c a p i t a l 
losses could have been applied in the current year 
and the three preceding years: 
- Where a write-down through income to lower of 
cost or market i s made in the f i n a n c i a l state-
ments, the resulting tax debit would be used in 
ar r i v i n g at the tax provision shown on the 
f i n a n c i a l statements. 
- Where no write-down through income i s made, but 
materiality measures are being computed, the 
deferred tax debit i s considered a reduction of 
the amount to be compared against stockholders' 
equity. 
- For those investors carrying marketable equity 
securities at market with the unrealized loss or 
gain considered an element of stockholders' equity, 
i t i s not appropriate to make the "with" and "with-
out" computation for purposes of income statement 
provision for income taxes, because the unrealized 
losses have not yet been included i n the income 
statement. However, such computation i s a p p l i -
cable in separating out of the unrealized loss 
account the amount representing a deferred tax 
debit, to be c l a s s i f i e d i n the f i n a n c i a l statements 
according to the provisions of APB Opinion No. 11. 
The deferred tax debit should be computed at the rates 
applicable to the c a p i t a l gains against which the 
unrealized losses are being hypothetically applied. 
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Because our position as to tax all o c a t i o n of un-
realized losses on marketable equity securities i s 
based on the view that the f i n a n c i a l statement 
presentation i s e s s e n t i a l l y one of what the loss 
would be i f realized *at the date of the f i n a n c i a l 
statements, i t i s appropriate to include the f u l l 
carryback period (the current and three preceding 
years). It i s not appropriate to use a basis such 
as the current and two preceding years (the oldest 
year dropping off on the f i r s t day following the 
date of the f i n a n c i a l statements), which looks 
forward to anticipate the time periods i n which 
the loss w i l l be realized. 
*Paragraph 22 of SFAS 12 requires "assurance 
beyond a reasonable doubt that the (tax) 
benefit (on unrealized c a p i t a l losses) w i l l 
be realized..." (emphasis supplied). 
Logically, FASB had to mean " i s re a l i z a b l e " 
with respect to dangling debits. Otherwise, 
actual liquidation of the investments must 
be presumed, leading to the conclusion that 
the unrealized loss should be charged to 
income. 
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FASBI 18.8.1 Impact of Tax-Exempt Interest on Estimated 
Effective Interim Tax Rate 
Q: Should the estimated eff e c t i v e tax rate be based 
on projected f i n a n c i a l statement earnings with or 
without considering the impact of tax-exempt 
interest on the effective rate? 
A: The projected eff e c t i v e tax rate to be used i n interim 
reports should be the r a t i o of the projected f i n a n c i a l 
statement tax provision to the projected f i n a n c i a l 
statement earnings before income taxes and before 
tax-exempt interest (see interpretation FASBI 18.22.1 
for a discussion of impacts of e n t i t i e s not included 
in a consolidated tax return, and interpretation 
FASBI 18.16.1 for a discussion of the impact of un-
usual or extraordinary items on the calculation of an 
effective tax rate.) In paragraph 80 of FASBI 18, 
the "Board noted that the accounting practice described 
above for tax-exempt interest income i n interim 
periods appears to be uniform and concluded that i t 
should not address the issue i n this interpretation." 
Accordingly, practice was prescribed over a l i t e r a l 
reading of APB 28. 
The following example i l l u s t r a t e s the application of 
thi s interpretation: 
ASSUMPTIONS: 
1. Interim data: 
Financial 
statement 
earnings Tax-
before exempt Taxable 
Quarter income taxes interest income 
1 $ 700,000 $ 550,000 $ 150,000 
2 700,000 550,000 150,000 
3 500,000 50,000 450,000 
4 500,000 50,000 450,000 
Year $2,400,000 $1,200,000 $1,200,000 
2. Taxes for the year are $600,000 (50% of $1,200,000). 
CALCULATION OF EFFECTIVE RATE 
Tax provision for year $ 600,000 
Financial statement earnings 
before income taxes and tax-
exempt interest $1,200,000 
Effectiv e tax rate 50% 
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INTERIM FINANCIAL STATEMENT PRESENTATION: 
Earnings 
before 
income Taxes on Net 
Quarter taxes income earnings 
1 $ 700,000 $ 75,000 $ 625,000 
2 700,000 75,000 625,000 
3 500,000 225,000 275,000 
4 500,000 225,000 275,000 
Year $2,400,000 $600,000 $1,800,000 
Note that the effective tax rate on f i n a n c i a l state-
ment income before income taxes and tax-exempt 
interest i s 50% for each of the quarters. 
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FASBI 18.15.1 Offset of Interim Operating Loss Against Net Deferred 
Taxes Reversing i n the Carryover Period 
Q: If deferred tax credits expected to reverse within 
the next f i v e years exist at the time a net operating 
loss occurs i n an interim period and no carryback 
provisions are available, how should the reversal 
of the deferred tax credits be recognized during 
each interim period? 
A: The effec t i v e rate of the recovery for the year 
should be determined (the r a t i o of the tax benefit 
to be of f s e t against net deferred taxes i n the current 
period to the pretax f i n a n c i a l statement l o s s ) . That 
rate should be applied to each quarter's pretax 
f i n a n c i a l statement loss to determine the tax benefit 
to be credited to the period. 
The following i l l u s t r a t e s the application of this 
interpretation. 
1. No carrybacks available. 
2. Net deferred tax credits of $400,000 reverse i n 
the current year's loss, representing $800,000 
of timing differences. 
3. A 50% tax rate i s i n e f f e c t . 
4. Financial data: 
Quarter 
Net (loss) 
before taxes 
1 
2 
3 
4 
($ 400,000) 
( 200,000) 
( 200,000) 
( 200,000) 
Year ( 1,000,000 
Tax benefit to be 
recognized for 
year 400,000 
Effective tax 
credit rate 40% 
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Interim Tax Expense: 
Net (loss) 
before Tax 
Quarter taxes benefit 
1 ($ 400,000) $160,000 
2 ( 200,000) 80,000 
3 ( 200,000) 80,000 
4 ( 200,000) 80,000 
Year ($1,000,000) $400,000 
Note that a 40% effec t i v e rate was used for 
the year. 
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FASBI 18.16.1 Interim Tax Provision with Loss before Extraordinary 
Income 
Q: How should the l a s t sentence of Paragraph 19 of 
APB 28 (relating to exclusion of unusual or extra-
ordinary items from effe c t i v e tax rate computation) 
be applied when the company shows a loss (or break-
even) before either an unusual cr e d i t or an 
extraordinary gain? 
A: The expected annual effective tax rate should be 
calculated i n two segments, that portion related to 
the f i n a n c i a l statement income (loss) before unusual 
and/or extraordinary items and that portion related 
to the unusual and/or extraordinary items, using the 
intraperiod a l l o c a t i o n techniques required by 
Paragraph 52 of APB 11 (4091.51 and U4091.115-120). 
The expected annual effective tax rate before unusual 
and/or extraordinary items should be applied to the 
interim income (loss) before such items. The expected 
annual effe c t i v e tax rate applicable to the unusual 
and/or extraordinary items would be applied to those 
items reported i n the interim statements; i n ef f e c t , 
i f the entire item i s reported i n one interim period, 
the entire expected annual tax related thereto w i l l 
be re f l e c t e d i n the same interim period. This i s 
i l l u s t r a t e d by the following example: 
ASSUMPTIONS: 
1. F i r s t year operations. 
2. Financial statement data: 
(Loss) before Extra- Income 
extraordinary ordinary (loss) 
Quarter item credit before taxes 
1 ($ 250,000) $2,000,000 $1,750,000 
2 ( 250,000) ( 250,000) 
3 ( 250,000) ( 250,000) 
4 ( 250,000) ( 250,000) 
Year ($1,000,000) $2,000,000 $1,000,000 
3. No timing differences. 
4. Taxes on net income for the year are $500,000 
(50% of $1,000,000) of net income). 
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INTERIM FINANCIAL STATEMENT PRESENTATION 
(Loss) before 
extraordinary 
Quarter item 
1 
2 
3 
4 
Year 
($ 250,000) 
( 250,000) 
( 250,000) 
( 250,000) 
($1,000,000) 
Extraordinary 
c r e d i t net of 
income taxes Net Income 
of $500,000 (Loss) 
$1,500,000 $1,250,000 
( 250,000) 
( 250,000) 
( 250,000) 
$1,500,000 $ 500,000 
COMMENTARY 
If there had been no extraordinary credit for 
the year, there would be no taxes payable for the year. 
Therefore, the effective tax rate as i t applies to 
the loss before extraordinary item i s zero (this i s 
the "exclusion" calculation discussed i n the AICPA 
O f f i c i a l Interpretation #19 of APB 11; U4091.115-120, 
O.T.page 34). The taxes for the year when considering 
the extraordinary credit are $500,000; thus, a l l the 
taxes for the year are associated with the extra-
ordinary item and would be offs e t against that item 
i n the period i n which i t i s reported. 
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FASBI 18.22.1 Determination of Effective Interim Tax Rate Where 
Components of Consolidated Financial Statements 
F i l e Separate Tax Returns 
Q: When the members of a consolidated group f i l e 
separate income tax returns rather than a consolidated 
return (this could be done for a variety of reasons; 
for instance, a subsidiary i s less than 80%-owned or 
a subsidiary i s a l i f e insurance company not allowed 
to be included i n the consolidated return), should 
the eff e c t i v e tax rate used for interim f i n a n c i a l 
purposes be based on the projected consolidated 
rate for the year or on the projected rate for 
each of the individual e n t i t i e s ? 
A: FASB Interpretation No. 18 does not s p e c i f i c a l l y 
address t h i s question; however, we believe that this 
situation i s analogous to that of a company subject 
to income tax i n multiple j u r i s d i c t i o n s (each 
separate return being viewed as a separate j u r i s -
d i c t i o n a l f i l i n g , even i f both returns are for 
federal income taxes). Accordingly, the provisions 
of paragraph 22 of FASBI No. 18 should be followed. 
In general, t h i s requires use of the projected 
e f f e c t i v e consolidated rate for the year; however, 
there are s p e c i f i c circumstances described i n 
paragraph 22 of FASBI No. 18 where th i s general rule 
i s not applicable — refer to the Interpretation for 
d e t a i l s . 
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